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These synopses are intended only as aids to the reader in
identifying the subject matter covered. They may not be
relied upon as authoritative interpretations.

INCOME TAX

Rev. Rul. 99-14, page 3.

Business expenses; interest; lease-in/lease-out trans-
actions. A taxpayer may not deduct, under sections 162
and 163 of the Code, rent and interest paid or incurred in
connection with a lease-in/lease-out (LILO) transaction that
lacks economic substance.

Rev. Rul. 99-16, page 5.

Interest rates; underpayments and overpayments. The
rate of interest determined under section 6621 of the Code
for the calendar quarter beginning April 1, 1999, will be 8
percent for overpayments (7 percent in the case of a corpo-
ration), 8 percent for underpayments, and 10 percent for
large corporate underpayments. The rate of interest paid on
the portion of a corporate overpayment exceeding $10,000
is 5.5 percent.

EMPLOYMENT TAX

Notice 99-16, page 10.

Deferred compensation; methods of accounting. This
notice provides procedures for implementing a change in
method of accounting to comply with section 404(a)(11) of
the Code, regarding the payment of deferred compensation.

EMPLOYEE PLANS

REG-118662-98, page 13.

Proposed regulations under section 411 of the Code provide
applicable standards for transmitting certain notices and
consent through electronic media, and modify the timing re-
quirements for providing certain distribution-related notices.
A public hearing is scheduled for April 15, 1999.

Announcement 99-18, page 21.

This announcement clarifies the reporting of conversions to
Roth IRAs on Form 8606, Nondeductible IRAs. It clarifies the
note in Part Ill of the form relating to the 10% additional tax.
In addition, it corrects the computation of modified AGI for
Roth IRAs and the Ed IRA contribution worksheet in the in-
structions to the form.

Finding Lists begin on page 32.
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EXEMPT ORGANIZATIONS

Announcement 99-27, page 22.
A list is given of organizations now classified as private foun-
dations.

ADMINISTRATIVE

Rev. Proc. 99-19, page 10.

Interest netting for interest accruing before October
1, 1998. This procedure provides guidance on how to apply
the net interest rate of zero in section 6621(d) of the Code
to interest accruing before October 1, 1998, with respect to
overlapping tax underpayments and tax overpayments. Pub-
lic comments are requested regarding the application of
section 6621 to these payments.

Announcement 99-28, page 25.

This document contains a correction to the notice of pro-
posed rulemaking, REG-106177-98 (1999-12 I.R.B. 25),
published in the Federal Register on December 22, 1998
(63 F.R. 70701).

Announcement 99-29, page 25.

This document contains a correction to final regulations,
T.D. 8804 (1999-12 I.R.B. 5), under section 1441 of the
Code, relating to the withholding of income tax on certain
U.S. source income payments to foreign persons.

Announcement 99-30, page 26.

This document contains a correction to REG-104072-97
(1999-11 I.R.B. 12) relating to financing arrangements in-
volving fast-pay stock.

Announcement 99-31, page 26.

This document contains corrections to T.D. 8795 (1999-7
I.R.B. 8), under section 411 of the Code, relating to defined
benefit plans and to individual account plans that are subject
to the funding standards of section 302 of the Employment
Retirement Income Security Act of 1974.

Announcement of Disbarments and Suspensions begins on page 27.
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 162 .—Trade or Business substantially higher than those for the priamounts sufficient to satist{'s debt ser-

Expenses mary term. Nevertheless, the fixed, anvice obligation toBK1). The parties treat
nual payments during the put renewathese amounts as having been paid from

26 CFR 1.162-11: Rentals. term are projected (as of January 1, 1991e affiliate toFM, then fromFM to X as

(Also section 163; 1.163-1.) to equal only 90 percent of the fair marketental payments, and finally froi to

Business expenses; interest; lease-value rental amounts for that term. . BKl as debt service paymgnts. In addi-
in/lease-out transactionsA taxpayer At the end of j[he Sublease prlmarylon, FM pledges the d.epo.sn account{o
may not deduct, under sections 162 an§'m, FM has a “fixed- payment opt_lon" as security foFM'; obligations undgr t_he
163 of the Code, rent and interest paid d4p purchase fronX the Headlease residualSublease, whilé, in turn, pledges its in-
incurred in connection with a Iease_(the right to use the property beyond theerest inFM’s pledge toBK1 as security
in/lease-out (LILO) transaction that IaCkSSublease primary term subject to théor X's obligations under the loan from
obligation to make the rent postpaymentBK1. Similarly, FM directs the affiliate of

for a fixed amount that is projected (as o0BK2 to payBK2 annual amounts equal to

economic substance.

Rev. Rul. 99-14 January 1, 1997) to be equal to the faitO percent oFM’'s annual rent obligation
market value of the Headlease residual. iinder the Sublease (that is, amounts suffi-
ISSUE FM exercises the option, the transaction isient to satisfyX’s debt service obligation

terminated at that point andis not re- to BK2). The parties treat these amounts
May a taxpayer deduct, under 88 16%,ireq to make any portion of the postas having been paid from the affiliate to
and 163 of the Internal Revenue Cod&,,yment due under the HeadleaseENF  FM, then fromFM to X as rental pay-
rent and interest paid or incurred in CoNgoeg ot exercise the optiogmay elect ments, and finally fronX to BK2 as debt
nection with a “lease-in/lease-out’y, (1) yse the property itself for the reservice payments. Although this deposit
(LILO") transaction? maining term of the Headlease, (2) leasaccount is not pledged, the parties under-
FACTS the property to another person for the restand thaFM will use the account to pay
maining term of the Headlease, or (3}he remaining 10 percent &M'’s annual
Xis a U.S. corporationFM is a foreign compelFM to lease the property for therent obligation under the Sublease.
municipality that has historically owned10-year put renewal term of the Sublease. X requiresFM to invest $15 million of
and used certain property having a remaif FM does not exercise the fixed-paythe Headlease prepayment in highly-rated
ing useful life of 50 years and a fair markeinent option andX exercises its put re- debt securities that will mature in an
value of $100 million. BK1 andBK2 are newal option,X can requireFM to pur- amount sufficient to fund the fixed
banks. None of the parties is related. chase a letter of credit guaranteeing th@mount due under the fixed-payment op-
On January 1, 199% andFM entered put renewal rents. FM does not obtain tion, and to pledge these debt securities to
into a LILO transaction under whidiM the letter of creditFM must exercise the X. Having economically defeased both its
leased the property tX under a fixed-payment option. rental obligations under the Sublease and
“Headlease,” andX immediately leased To partially fund the $89 million its fixed payment under the fixed-pay-
the property back t&M under a “Sub- Headlease prepaymenx, borrows $54 ment option,FM keeps the remaining
lease.” The term of the Headlease is 3dillion from BK1 and $6 million from portion of the Headlease prepayment as
years. The “primary” term of the Sub-BK2. Both loans are nonrecourse, havis return on the transaction.
lease is 20 years. Moreover, as describéicted interest rates, and provide for an- For tax purposesX claims deductions
below, the Sublease may also have a “putual debt service payments that fullyfor interest on the loans and for the allo-
renewal” term of 10 years. amortize the loans over the 20-year prieated rents on the Headleas¢.includes
The Headlease requirésto make two mary term of the Sublease. The amoumt gross income the rents received on the
rental payments t&M during its 34-year and timing of the debt service paymentSublease and, if and when exercised, the
term: (1) an $89 million “prepayment” atmirror the amount and timing of the Subpayment received on the fixed payment
the beginning of year 1; and (2) a “postlease payments due during the primargption. By accounting for each element
payment” at the end of year 34 that hastarm of the Sublease. of the transaction separate}/purports to
discounted present value of $8 million. Upon receiving the $89 million Head-generate a stream of substantial net de-
For federal income tax purposesand lease prepaymenEM deposits $54 mil- ductions in the early years of the transac-
FM allocate the prepayment ratably to théon into a deposit account with an affili-tion followed by net income inclusions on
first 6 years of the Headlease and the flate of BK1 and $6 million into a deposit or after the conclusion of the Sublease
ture value of the postpayment ratably taccount with an affiliate dK2. The de- primary term. As a resulK anticipates a
the remaining 28 years of the Headleaseposits with the affiliates dBK1 andBK2 substantial net after-tax return from the
The Sublease requirdaVl to make earn interest at the same rates as the loarensaction. X also anticipates a positive
fixed, annual rental payments over botfrom BK1andBK2. FM directs the affili- pre- tax economic return from the transac-
the primary term and, if exercised, the puite of BK1 to pay BK1 annual amounts tion. However, this pre-tax return is in-
renewal term. The fixed, annual payequal to 90 percent ddM’s annual rent significant in relation to the net after-tax
ments during the put renewal term arebligation under the Sublease (that iseturn.
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LAW AND ANALYSIS accrued the majority of its interest deducsmaller loan fromBK2, X's economic
. ) tion on the borrowings in the first yearrisk, although not completely eliminated,
In general, a transaction will be reyypjie geferring the inclusion of its eco-is substantially reduced through the de-
spected for tax purposes if it has “eCOp,mically offsetting interest income fromposit arrangement. As a result, neither
nomic substance which is compelled oo Treasury bills until the second yeambank requires an independent source of
epqourgge_d by bu5|r_1ess or_regulatory "She transactions lacked economic subfunds to make the loans, or bears signifi-
aI|t|e§, IS |_mbued W',th tax-independen tance because the economic conseant risk of nonpayment. In short, during
conS|derat_|ons, and is not shaped sole uences of holding the Treasury billghe Sublease primary term, the offsetting
.by tax-avoidance features that have mea iere largely offset by the economic cosand circular nature of the obligations
mgIes_s labels attachedFrank Lyon Co. of the borrowings. The taxpayer was deeliminate any significant economic conse-
v Unltgd States43s US .561’ 583-84 1ied the tax benefit of the transactions bezuences of the transaction.
(1978); James v. Commission@99 F.2d cause the real economic impact of the At the end of the 20-year Sublease pri-
905, 908-09 (10th Cir. 1990). In assesg;, .o ctions was “infinitesimally nominalmary term,X will have either the pro-
Ny the eco?om|c _subshtar;]ce Or]: a transag—nd vastly insignificant when consideredteeds of the fixed-payment option or a
:'ig?]’ r?al;egnscg?;cii(\:,\;le;cirqgn?iérae?fsjcih comparison with the claimed deducHeadlease residual that has a fair market
other than the creation of tax Iossesions'" Sheldomt 769_. value approximately equal to the proceeds
. " In ACM Partnership the taxpayer en- of the fixed payment option. If, at the end
Courts have refused to recognize the FEred into a near-simultaneous purchasgf the 20-year Sublease primary term, the
consequences of a transaction that does . ken tadeadl idual i th than th
not appreciably affect the taxpayer’s benrzmd sale of debt instruments. "I"a en tdHeadlease residual is worth more than the
eficial interest except to reduce tax. Thgethgr, th_e p_urchase and sale “had onfyayment required on the fixed-payment
presence of an insignificant pre-tax profipommal, incidental e_ffects_c_m [the tax-option, FM will capture this excess value
is not enough to provide a transactio@ayer's] qet economic posmon.’AC_M by exercising the fixed payment option,
with sufficient economic substance to b artnersh!pat 250._T_he taxpayer clalmedleavingx with only the proceeds of the
respected for tax purposeknetsch v. ?hat, despite the m|n|mal net economic efeption. Conversely, if, at the end of the
United States364 U.S. 361, 366 (1960); '€ct: the transaction had a large tax effedt0-year Sublease primary term, the
ACM Partnership v. Comn%issionétS? resulting from the application of the in-Headlease residual is worth significantly
F.3d 231, 248 (3d Cir. 19988heldon v. stallment sale ruIe_s to the sale. The couiss than the payment required on the
Commissione®4 T.C. 738, 768 (1990). "€!d that transactions that do not "apprefixed-payment optionX will put the
In determining whether a transactiorf'22ly" affect a taxpayer's beneficial in-property back t"M under the put re-
has sufficient economic substance to biE"€St: except to reduce tax, are devoid @kwal option at rents, that while initially
respected for tax purposes, courts haviy!PStance and are not respected for taxojected to be at only 90 percent of esti-
recognized that offsetting legal ob“gapurposeS-ACM Partnershipat 248. The mated fair market value, are (because of
tions, or circular cash flows, may effecCOUrt denied the taxpayer the purportethe decline in the value of the property)
tively eliminate any real economic signif-t@X Penefits of the transaction because thigreater than fair market value. Thus, the
icance of the transaction. For example, ifansaction lacked any significant ecofixed payment option and put renewal op-
Knetsch the taxpayer purchased an ann10MIC consequences other than the créion operate to “collar” the value of the
ity bond using nonrecourse financing&tion of tax benefits. o Headlease residual during the primary
However, the taxpayer repeatedly bor- Viewed as a whole, the objective factserm, limiting much of the economic con-
rowed against increases in the cash val@ the LILO transaction indicate that thesequence of the Headlease residual.
of the bond. Thus, the bond and the tafansaction lacks the potential for any sig- In addition, facts indicate that there is
payer’s borrowings constituted offsettinglificant economic consequences othdittle economic consequence froXis
obligations. As a result, the taxpaytha” the creation of tax benefits. Duringhominal exposure t&M’s credit under
could never derive any significant benefithe 20-year primary term of the Subleasehe fixed-payment option and, if exer-
from the bond. The Supreme Court founéf’s obligation to make the property avail-cised, the put renewal term. At the incep-
the transaction to be a sham, as it préble under the Sublease is completely offion of the transactiorFM was required
duced no significant economic effect anget byX's right to use the property underto use a portion of the Headlease prepay-
had been structured only to provide théhe Headlease X's obligation to make ment to purchase highly-rated debt securi-
taxpayer with interest deductions. debt service payments on the loans fronies that were pledged ¥ ensuring=M'’s
In Sheldonthe Tax Court denied the BK1andBK2is completely offset byX's ability to make the payment under the
taxpayer the purported tax benefits of &ight to receive Sublease rentals fréiM. fixed-payment option. IFM does not ex-
series of Treasury bill sale-repurchasdloreover,X's exposure to the risk thatercise the fixed-payment option aXax-
transactions because they lacked ec&M will not make the rent payments isercises the put renewal optiod,can re-
nomic substance. In the transactions, tHfgrther limited by the arrangements withquire FM to purchase a letter of credit
taxpayer bought Treasury bills that mathe affiliates olBK1andBK2. In the case guaranteeindgM’s obligation to make the
tured shortly after the end of the tax yeaof the loan fromBK1, X's economic risk put renewal rent payments. FM does
and funded the purchase by borrowings completely eliminated through the denot obtain the letter of crediEM must
against the Treasury bills. The taxpayedieasance arrangement. In the case of te&ercise the fixed-payment option. Thus,
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as a practical matter, the transaction igrly, other features of the LILO transacSection 6601.—Interest on
structured so thaX is never subject to tion, such as nonrecourse financing angnderpayment, Nonpayment, or
FM’s credit. fixed-payment options, are respected igytensions of Time for Payment,

The conclusion thaX is insulated from other contexts. However, when these a
any significant economic consequence ajther features are viewed as a whole in
the Headlease residual is further supporteée context of the LILO transaction, theseg cEr 301.6601—1: Interest on underpayments.
by several factors indicating that the parfeatures indicate the transaction should
ties expecFM to exercise the fixed-pay- not be respected for tax purposes. How s the net interest rate of zero in section

. . . . . . 6621(d) of the Code to be applied to interest accru-

ment option. FirstFM has historically As a result of the transaction Iacklnqng before October 1, 1998, with respect to overlap-
used the property. Second, because theonomic substanck,may not deduct in- ping tax underpayments and tax overpayments? See
fixed payment obligation is fully defeasedterest or rent paid or incurred in connecrev. Proc. 99-19, page 10.
FM need not draw on other sources afion with the transaction.
capital to exercise the option. However, if The Service will scrutinize LILO trans-
FM does not exercise the fixed paymendctions for lack of economic substanc&ection 6611 .—Interest on
option andX exercises the put renewal op-and/or, in appropriate cases, recharacteDverpayments
tion, FM would be required to draw onize transactions for federal income tax
other sources of capital to satisfy its pupurposes based on their substan&ee, 26 CFR 301.6611-1: Interest on overpayments.
renewal rental obligations. . e.g., Gregory v. Helvering93 U.S. 495 How is the net interest rate of zero in section

In Sljlm’ the .L”‘,Q transaction 'Iacks the(1935),Bussing v. Commissionég T.C. 6621(d) of the Code to be applied to interest accru-
potential for significant economic conse449 (1987),Supplemental Opinior89 ing before October 1, 1998, with respect to overlap-
quences other than the creation of tax.C. 1050 (1987). Use of terms such aging tax underpayments and tax overpayments? See
benefits. During the primary term of thetjoan,” “lease,” “Headlease,” and “Sub- Rev. Proc. 99-19, page 10.
SubleaseX’s obligations to provide prop- |ease” in this revenue ruling should not be

erty are completely offset by its right tointerpreted to indicate the Service’s ac- o
use property. X's obligations to make ceptance ofK's characterization of the Section 6621.—Determination

debt service payments on the loans algLo transaction described above. of Rate of Interest
completely offset byX's right to receive
rent on the Sublease. These cash floW#OLDING 26 CFR 301.6621-1: Interest rate.

are furthgr assureq, by the dep05|t arrange-A taxpayer may not deduct, under How is the net interest rate of zero in section
ments with the affiliates d8K1 andBK2 §8 162 and 163, rent and interest paid (§|621(d) of the Code to be applied to interest accru-

Finally, X's economic exposure to the; . . : i -
y ) ! p L0 e, curred in connection with a LILO trans-"? before October 1, 1998, with respect to overlap
Headlease residual is rendered |nS|gn|f|étCtion that lacks economic substance ping tax underpayments and tax overpayments? See
cant by the option structure and thé " Rev. Proc. 99-19, page 10.

pledge of the securities that defeasesFFECT ON OTHER DOCUMENTS
FM’s option payment. Thus, the only real
economic consequence of the LILO trans- Rev. Rul. 85-42 is distinguished. 26 CFR 301.6621-1: Interest rate.

action during the 20-year primary term oE)RAFTING INFORMATION Interest rates; underpayments and

the Sublease iX's pre-tax return. - This overpayments.The rate of interest deter-
pre-tax return is too insignificant, when The principal author of this revenue '

; ; mined under section 6621 of the Code for
compared (X's after-tax yield, to support ryling is John Aramburu of the Office of o cajendar quarter beginning April 1
a finding that.the transaction has signifiassistant Chief Counsel (Income Tax andg99 will be 8 percent for overpaymenté
cant economic consequences other tha(xcounting). For further information re- 7 pe’rcent in the case of a corporation), 8
the creation of tax benefits. garding this revenue ruling contact Mryoreont tor underpayments, and 10 p,er-
S_ome (-)f the features of the LILO ransaramburu on (202) 622-4960 (not a tollcent for large corporate unaerpayments
action discussed above are present fee call). The rate of interest paid on the portion of
transactions that the Service will respect p p _
for federal income tax purposes. For ex- a corporate overpayment exceeding
ample, an arrangement for “in-substancgection 163.—Interest $10,000 is 5.5 percent.
defeasance” of an outstanding debt was )
respected in Rev. Rul. 85-42, 1985—3%g CFR 1.163-1: Interest deduction in general. Rev. Rul. 99-16
C.B. 36. By contrast, in the LILO trans- _ o Section 6621 of the Internal Revenue
action, the deposit arrangement exists & a taxpayer deduct interest paid or incurreg o e establishes the rates for interest on
C . . In connection with a lease-in/lease-out (LILO) t dt d t
frprr_l th_e inception of the transaction, .. o that lacks economic substance? See REGX OVerpayments and tax underpayments.
eliminating any need bBK1andBK2for Ryl 99-14, page 3. Under § 6621(a)(1), the overpayment rate
an independent source of funds. Simi- beginning April 1, 1999, is the sum of the
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